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At the technical workshop, the participants discussed that the
proposed decoupling adjustment would create a bias for the utility
to overstate test year sales and for rate increase opponents to
understate test year sales. Please discuss.

It is not entirely clear what discussion of “bias” is being referenced.
In general, the parties to any traditional rate case proceeding have
an interest in carefully reviewing all elements of the revenue
requirement so that consumer or shareholder interests are not
disadvantaged by any bias in estimation of the rate case values.
This is because rate case amounts such as test year sales levels,
labor costs, fuel costs, etc. all become “fixed” in the test year and if
actual amounts in later periods are higher or lower, the difference
has a direct impact upon utility earnings.

In contrast, when an element of the revenue requirement
equation is to be “tracked” through a rate adjustment mechanism
such as decoupling, there is a lessened emphasis upon precise
quantification of that element in rate cases. For example, with the
Energy Cost Adjustment Clause (*“ECAC") in place, precise
quantification of fuel prices in rate cases is not essential because

any inaccuracies will be corrected through the ECAC. However,

even with this “backstop”, efforts are still made to present
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reasonable estimates to be used in setting base rates and as the
benchmark in rate adjustment mechanisms to avoid customers
facing large adjustments, either upwards or downwards, through
those mechanisms. Absent any ECAC, it would be essential that
fuel prices and costs be accurately specified in rate cases which
would be extremely difficult given recent fuel price volatiiity.

The Consumer Advocate believes that adoption of full
decoupling, where a revenue balancing account (“RBA”) is used to
track all of the difference between actual versus rate case margin
revenues, tends to remove any bias for over or under-statement of
test year sales volumes and margin revenues. There should now
be no bias in rate cases regarding quantification of test years sales
because all subsequent changes in KWH sales and margin
revenues from the test year levels are fully tracked through
decoupling. This explains why HECO is indifferent regarding
adoption of its revised lower sales projections in the test year
updates explained by witnesses T-1 and T-2. Decoupling
introduces a sense of indifference to sales levels that are used for
ratemaking within a broad range of reasonableness. However,
other less direct revenue requirement impacts arising from sales
estimates, such as uncollectible expenses, working cash and
energy heat rates, cause adoption of reasonable sales forecasts to

still be important in rate cases.
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Under traditional test year ratemaking without decoupling,
the utility is rewarded financially whenever actual sales volumes
exceed levels used for ratemaking and vice versa. Historically,
when KWH sales were persistently growing between test years, the
sales growth after the test year created additional margin revenues
that could be used to either pay increasing costs or expand
earnings. Now that these trends have reversed and KWH usage is
declining, adoption of decoupling will insulate the utility and its
shareholders from the financial losses that would otherwise result

from declining sales between test years.
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Sales decoupling, the RAM and REIS as proposed, each either

reduce total risk or shift the risk of a utility not achieving the

authorized rate of return to customers. Given the changes in risk
associated with these revenue adjustment mechanisms please
explain:

a. Why should the utility be allowed to retain any earnings in
excess of the authorized rate of return rather than these
earnings in excess of the authorized level being allocated to
the benefit of customers? Please suggest a mechanism that
could allocate these earnings to customers?

Decoupling and RAM will produce significant shifts in risk from

shareholders to ratepayers that must be recognized in determining

allowed rates of return. A corresponding downward adjustment in
allowed returns should be ordered by the PUC to recognize these
changes in risks borne by HECO. This does not mean, however,
that the utility has become fully insulated from all risks and
opportunities. In fact, utility management still must control costs
between test years and still faces a regulatory lag opportunity to
grow achieved earnings if costs can be successfully managed. For
example, if the adopted RAM formula increases revenues to
account for an estimated inflation rate, net of productivity, of

2 percent but management is able to contain cost growth

(expenses plus return on rate base) to only 1 percent, earnings can

be expected to increase. This is precisely why the Consumer

Advocate has proposed an earnings sharing grid — to encourage

and reward management of costs by allowing a “share” of any

resulting higher earnings to be shared between shareholders and
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ratepayers. If all earnings in excess of authorized levels are
required to be returned to ratepayers, management has no
incentive to control costs beyond the threat of regulatory prudence

disallowance.

b. Please discuss the effect the reduction and shift in risk
should have on the utilities’ authorized rate of return.

The Consumer Advocate agrees that the proposed decoupling and
RAM will reduce and shift risk from the utilities’ shareholders to the
customers. Depending on the final terms of the decoupling
mechanism that is authorized by the Commission, the reduction
and shift of risk as it relates to variations in sales volumes will vary
(see response to part (a) above that discusses other risks that
utilities would continue to face).

As a resuit, the Consumer Advocate is unable to quantify a
specific value or range at this time beyond that which was already
offered in the responses filed on February 20, 2009 responding to
the National Regulatory Research Institute’s Scoping Paper
Appendix 2 questions. At that time, the Consumer Advocate
offered that a preliminary estimate that could be used as a
placeholder was 25 basis points.

As already noted, the Consumer Advocate contends that
other issues must also be considered, including but not limited to

the nature and terms of the decoupling mechanism authorized by



2008-0274

the Commission. Furthermore, the Consumer Advocate asseris
that the appropriate time to estimate the effects will follow the
Commission’s decision on the nature and terms of the decoupling
and RAM mechanism as well as the appropriate consideration of
other factors, both internal and external to the utility companies, in

the determination of the rate of return.
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Please compare the regulatory costs associated with the proposed
RAM and rate cases every two years.

The RAM and decoupling proposals being advanced by the HECO
Companies and the Consumer Advocate do not produce any
savings in regulatory costs, relative to recent patterns of rate cases
every few years, unless it is assumed that more frequent rate cases
would occur in the absence of RAM and decoupling. No parties
have waived their rights to file traditional rate case applications
whenever needed upon implementation of decoupling and RAM,
but the Consumer Advocate is optimistic that these measures may
be successful in spreading out rate cases on a more predictable
pattern as set forth in the proposals of HECO and the Consumer
Advocate submitted on January 30 in this Docket. Should HECO
decide to file more frequently than scheduled rate cases, the
Commission may find RAM to be ineffective and discontinue it at
any time.

Decoupling and RAM will introduce additional filings and
regulatory costs to be borne by HECO, the Commission, the
Consumer Advocate and other parties. The annual
decoupling/RAM filings should be rigorously analyzed by the
Consumer Advocate and the PUC Staff, leading to an increase in
overall regulatory activities and costs because these filings are

incremental to the existing levels of activity before the Commission.
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